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ABSTRACT. This article develops and applies a
knowledge-based framework for understanding and
interpreting executive compensation under the rubric
of ethical consideration. This framnework classiftes six
major ethical considerations that reflect issues in com-~
pensation design. We erophasize that these six ethical
considerations are influenced by liberty and equality
concepts. This framework helps to highlight areas
where execurive compensation has nov been well

spelled our,

Corporare responsibility is mainly a matter of aiti-

tudes, and the attitudes goi covrupied by the meniality

of the markets in the 1990s.

Paul 4. Volcker, former Federal Reserve Chaiviman
{Byrue, 2002a}

Currently CEO compensation research is stric-
tured on compensation design, linking pay
criteria to pay consequences, and what to pay
{(Gomez-Mejia and Wiseman, 1997}, However,
based on the development of our ethical argu-
ments CHO compensation may be better struc-
tured and monitored as ethical considerations
influenced by liberty and equality concepts. That
is, we argue later that market freedom = liberty
+ equality. This paper integrates ethics, decision
making and CEO compensation. This integra-
tion may assist organizations to better understand
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traditional and new practices involving CEOY
compensation that involve ethical considerations.
Hence, our framework guides the design of com-
pensation systems that integrate ethical consid-
erations. These systems serve as a monitoring
mwechanism of CEOs bebavior in decision
making. We demonstrate that ethical viewpoints
can advance from a weaker view of “egolsmm” o
a more advanced state involving stakeholders.
Compensation systems based on a more advanced
state provide organizations, markets, and society
greater benefits from the reduction of fraud,
unfair practices, etc. (Rodgers and Gago,
2001},

Reesearchers {Garen, 1994; fensen and Murphy,
1990) have long argued that that the pay-per-
formance scheme for CEOs suggests von-
economic factors. The practitioner press has been
very critical on corporate accounting reporting
practices due to many recent abuses (Byrne,
2002a). That 15, executives facing powerful incen-
ives to enhance theilr compensation have dressed
up their companies” quarterly financial resules.
The most central cause of the leap in executive
pay in recent years is the escalating use of stock
options. The value of options ascended expo-
nentially during the bull market of the 1990s,
when their prevalence in pay plans encouraged
executives to manage with an eve toward
improving short-term share prices rather than
enhancing the long-term or intrinsic values of
their companies (Mitcheli, 2001).

Market freedom allows participants to transact
business without being laden with heavy controk.
Freedom can be expressed into concepts of liberty
and equality. Liberty relates to the natural rights
of individuals to self-deternunation. That is, cor-
porate leaders are equally autonomous, free and
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self~directed in pursuing their profitability goals.
However, they are equally vulnerable to inter-
ference by other stakeholders in the pursuit of
their own financial gosls. Equality, however,
refates to managers vulnerabilities due to inter-
ference by other stakeholders in the pussuit of
their own financial goals. Hence, Hiberty depicts
Lightly regulated standards/rules {or loosely
enforced); whereas equality indicates heavily
regulated standard/rules {or strictly enforced)
executive decision making. This raises the issue
of equality in the marketplace. Some govern-
mental authority must maintain cach individuals
ability to set and attempt to achieve goals while
at the same time resericting others from inter-
fering with those pursuits. Relevant issues relate
to what fundamental principles are serving as
reference points for the market place laws and
cconomic distribution.

Liberty taken to ite extreme by management
can lead to large increases in executive stock
options and pave the way for enormous tempta-
tion for fraud. For example, the Security
Exchange Commission (SEC) noted that CEOs
are paid 70% more at firmg under their scrutiny
{(Kristof, 200Za). More marker “quality” in
some cases can pressure executives to be more
socially respounsible thereby generating mean-
ingful changes in companies’ affairs (Weaver
et al., 1999). Not all sharcholders bave the
same attitude toward or the lack of social
corporate performance demonstrated by CEOC:s.
Institutional sharcholders appear to be more
concerned regarding those aspects than other
shareholders. For example, Graves and Waddock
(1994) found a significant positive relation
berween corporate social performance and
the number of institutions holding the shares

of a compsany. In addiion, Johnson and
Greening (1999) found differences among

institutional sharebolders due to their repre-
senting different interests on social corporate per-
formance.

An interesting way of addressing the balance
between liberty and equality is to analyze the dif-
ferent stakeholders” interests in corporate respon-
sibility, Shareholders desire to improve their
economic performance during the long-term,
clients want to improve the relationship of
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quality-price-time-availability, suppliers aim to
guarantee contracts, employees seck security,
adequate conditions at the workplace, good-pay,
etc. Stakeholders” influence could modify exec-
utive compensation packages. This research paper
suggests a model that relates ethical behavior to
a knowledge-based framework for executive
compensation. Executive compensation has been
traditionally  designed based upon monetary
returns. The incentive systermns are oriented
to motivate decisions that maximize corporate
performance. Judgments of directors are strongly
influenced under the constraing of stock price
maximization (or corporate profit maximization).
That is, the moral freedom of the board remains
mntact only if it 15 consistent with the end goal
of profit maximization.

Our paper presupposes that the system of
financial reporting was put in place before public
companies became widely accessible, and it may
be out of date. We address the problem by exam-
ining a two polar ethical dimension of fberty and
equality. That is, certain ethical considerations are
bent toward more rights (and perhaps abuses) for
CEOs, whereas other ethical considerations lean
towards equality of the various stakeholders in
the marketplace. Ethical problems that favor
liberty considerations over equality may arise due
to the lengthy nime lag between when manage-
ment koows what is occurring and when they
have to report to the public. Hence, the incen-
tive for some executives is to manipulate the
accounting information, because their compen-
sation and prestige depend on it. For example,
France’s stock market regulator, the Commission
des Operations de Bourse, noted that Vivendi
Universal had 3 tme g between when it knew
about its liquidity problem and when it relayed
the information to investors contributing to a
70% decrease in stock value (Verrier, 2002). In
the past, financial accounting systems did not
require information to flow into the marketplace
i 2 timely manner (Rodgers, 2002). Recently,
however, the SEC has suggested more equality in
the system by shortening the amount of time
companics have to report earnings thercby
improving existing regulations and stakeholders’
confidence in the marketplace (Kristof, 2002b).

A framework s presented to help classify and



explain issues impacting on executive behavior
iexto six major ethical viewpoints of social respon-
sibility. That 15, six ethical viewpoints are used to
describe and discuss executive compensation
behavior. They are ethical egoism, deontology,
relativist, utilicarianism, virtue ethics, and ethics
of care. Ethical egoism stresses that individuals are
always motivated to act in their perceived self-
interest. The deontological viewpoint insists on
adherence to principles of individuals and the
judgments associated with a particular decision
process rather than on its choices. The wutilitarian
viewpoint is concerned with consequences, as
well as the greatest good for the greatest number
of people, Relativism is & meta-theory, which
assumes that companies’ management uses them-
sefves or the people around them as their basis
for defining ethical standards. The viriue ethics
viewpoint views the cultivation of virtuous traits
of management’s character as its morality’s
primary function. The ehic of care viewpoing
focuses on a willingness to listen to distinct
and previously unacknowledged perspectives. In
other words a company must build solidariey
among employees, suppliers, customers, share-
holders, and the community.

This paper is divided into three major sections.
First, we provide a background on the executive
compensation Hterature. Second, 3 knowledge-
based madel relates the six major philosophical
ethical viewpoints to the executive compensation
literature. Third, we suggest propositions to help
guide management in operationalizing executive
compensation packages. Finally, we summarize
the importance of the central theme of this
paper.

Eexcutive compensation issues

Companies may corapensate executives for inputs
such as skills, as well as for outputs such as firm
performance (Harris and Helfat, 1997; Hollensbe
and Guthrie, 2000; Lepine and Van Duyne,
2001). The resource-based view (Barney, 2001;
Wenertelt, 1984) and knowledge management
approaches {Foss, 1996) suggest that capabilities
and knowledge form the basis for differential irm
performance. Also, dynamic capabilities that
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enable companies to introduce new products and
services as well as adapt to changing market
conditions play an important role (Helfar
and Raubitschek, 2000; Teece et al., 1997).
Herremans, Akathapron and Melnnes (1993,
p. 547y point out that “Firms are commonly
assunted to incur significant private costs by
pursuing social welfare benefits beyond profic
maximization within the law, otherwise there
would not be controversy, since maximization of
profit and social welfare would coincide”” These
issues Joom large when considering that less than
5% of CEO pay is explained by financial infor-
mation performance factors (Tosi et al., 1997).
Barkems and Gomez-Mejia {1998, p. 136) added
that “little is known about contingency or con-
texcual factors ehat may affect CEO pay and the
criteria utilized to set it For example, according
to a USA Today analysis of hundreds of 2002
corporate pProxy statements, stock prices may be
down, but CEO pay contimues to rise {Strauss,
2002). Thar is, while average worker salaries
increased about 3.6%, many CEOs received
double-digit salary increases despite a current
“bear” market {Strauss, 2002},

Regarding the characteristics of the CEQ,
Rajagopalan and Datta (1996) found that
industry factors play a lmited role in exphining
variations in CEO  characteristics and  the
performance implications of such variation.
Whereby, Waldman and Yammarino (1999) and
Pitcher and Smith (2001) asserted that person-
ality or leadership characteristics are necessary for
understanding the way in which organizations
make their decisions. However, other factors have
been noted, for example Kirchmeyer (2002)
affrmed that women achieve fower incomes than
men in managerial positions. In addition, Appold
et al. (1998) found that men are negatively
affected by the presence of women, while
women ate not positively affected,

Finally, some corporate experts insist that
the only way to stemn the outburst of executive
abuse may be to revise the corporate regulatory
systern as decisively as was done after the US
market crash of 1929, when the SEC was estab-
lished {Mitchell, 2001). For example, Joseph E
Berardine (fallen CEO of Arthur Andersen) sug-
gested the folowing reforms:



(1) auditors  should provide report-card
grades reflecting the quality of a cHent’
accounting, thus providing the market to
premium to high mark companies;

{2) board directors should be involved in risk
managernent, not the verification of finan-
cial information;

(3} change accounting rules from loopholes
and legalism to principle-driven account-
ing stmilar to the International Accounting
Standards Board; and,

{4} requiire each accounting firm to put
three to four outsiders on its board in
order to reduce inbreeding (Byrne,
2002b).

Knowledge processing model

shown to be useful in conceprualizing a munber
of different issues important to organizations
(Culbertson and Rodgers, 1997: Rodgers and
Gago, 2001). This model is particularly relevant
because it clarifies critical pathways for decision
making purposes and eliminates rival alternative
hypotheses (Rodgers, 1997, p. 63). Researchers
(Davenport and Prussk, 1998; Coock and Brown,
1999) also argue for an integrated approach that
affords a view of knowledge as process oriented,
dispersed, and inherently indeterminate.

The circles in Figure 1 represent the theoret-
ical constructs of perception (P), information (1),
judgment {J), and decision choice () (Rodgers
1992, 1997). The central insight of this modeling
approach is that knowledge inputs are necessarily
embedded in a context representing cognitive,
behavioral, individual and social that constraing
their discovery, their transfer from one set of
actors to another, and their usefulness in different
sroblems (Postrel, 2002}, This insight we depict
as “perception” in our model, implicitly or
explicitly, drives path dependence in later
stages of processing in the model. That is, what
vou already know biases or influences what you
are likely to process next. Perception involves
framing informational sources. The double-
ended arrow connecting perception and infor-
mation in Figure 1 represents this relation.

The conceptual model presented in this paper has

where P = perception, [ = information, ] =
judgment, and D = decision choice.

Figure 1. Decision makers’ processes diagram.

Further, information and perception are inter-
dependent because information i dependent on
how individuals, influenced by their framing,
interpret it {e.g. Tversky and Kahneman, 1974}
and information can modity individuals frames
(Rodgers, 1997). In the first stage, perception and
information affect judgment; while in the second
stage, perception and judgment affect decision
choice.

Judgment, the next step in the decision
making process, requites more analysis of che
information and the perceptual processes. It is
in the judgroent stage where analytical tools and
deeper insights are used for the interpretation of
information (Rodgers, 1991).

The decision-making processes of individuals
cant be represented in an organized manner. In
order to study the methods of these decision
processes it is important to break up all the paths
marked with arrows in Figure 1 into sets of indi-
vidual pathways. These fragments can then be
independenty analyzed for their contributing
properties to individuals’ decision processes
(Fodgers, 1997). Further, it is common for
decision-makers to differ in their moral philo-
sophical values. Even if two individusls agree on
the ethical principles that determine ethical
behavior, it is unlikely that they will agree on the
relative importance of each principle.

These differences sre highlighted in Figure 1,
depicting several pathways toward making a
decision.

Based on Figure 1, we can establish six general
pathways:'



P> D (1)
PoI—-D (2)
I—=¥9P =D (3
R R (4)
Poal-=s)-D (5)
I P> ->D (6)

There are many philosophies, which are
complex in nature. We discuss six prominent
approaches depicted in the model’s six general
pathways (Rodgers and Gago, 2001). The six
philosophies discussed below are ethical egoism,
deontology, relativise, ueilitarianism, virtue ethics,
and ethics of care. We argue that these six
philosophies are intertwined with an organiza-
tion’s executive compensation policy. As dis-
cussed in Rodgers and Gago (2001) the
corresponding pathway to each particular philo-
sophical view is the most dominant. Other
pathways may also have a parallel processing
effect (Rodgers, 1991), but the weights on these
pathways are not as significant.

Liberty 1s very prominent in those ethical
viewpoints where executives make decisions and
downplay other individuals’ or organizations’
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interests {e.g., trade unions, employees). That is,
the decision context corresponds with the ethical
viewpoint (e.g., egoism) where managers have
maximum liberty for deciding on executive
compensation packages (see Figure 2}, Further,
problems with marker dis-equilibrivms, dis-
placement of wortkers, discrimination of certain
Iabor forces can emerge from excesses of liberty.
However, when managers’ decisions are strongly
influenced by inside/outside groups, then “indi-
vidualism” tends to be replaced by “collectivism,”
as the right of other stakeholders dominates
over the rights of the individoal (e.g., ethics of
care}. This transition leads to more “equality”
(Figure 2) or input from inside/cutside stake-
holders. Though, too much influence from
outside groups (e.g., government) may slow
down or hinder market mechanisms (Friedman,
1970). The next section describes how six ethical
viewpoints relate to the “liberty” and “equality”
concepts of executive compensation.

Executives’ decision making motivations

(1) P — 1 represenes ethical egeism that is based
on individuals and firms existing solely to serve

freedom
=
20
=
D J
> E H
g (o) L
3 N[
(0] R
L 1
e) A
z G y
= Y s
M
low high

cquality

Figure 2.



their own ends (Bowie, 1991). Ethical egoists
have differed in their couception of the
“goodness” of consequences {Singer, 1997}, That
is, the extreme egoists (i.¢., hedontsm) define
goodness exclusively in terms of pleasure
(physical or materialist pursuits); while others
center on less physical or material forms in
defining goodness. Ethical egoists also argue that
an individual need not be concerned about
others’ welfare in order to serve the comumon
good. Hgoists are concerned about others only
when such concerns serve as a means to achieve
their own self-interests. The compensation
designs using the agency theory are mostly egoist
i that optimizing profits i the aim of those
models. That 15, executive compensations have

cen traditionally designed based vpon monetary
returns (Gomez-Mejia and Wiseman, 1997). The
ircentive systens are oriented to motivate deci-
sions that maximize corporate performance. For
example, Hayward and Hambrick (1997, p. 106)
affirm, “hubris infects extremely confident
managers who highly estimate their ability to
extract acquisition benefits and consequently pay
large premmums.” They also found that premiums
were particularly Iarge when there was hubris
(exaggerated self~confidence) and the CEO was
board chair along with 2 large percentage of
inside directors.

When a company assuines an egoist viewpoint,
the compensation system promotes those deci-
sions (I3} based upon CEO% perceptions (P) or
framing of maximiring earnings, paving lhitde
attention to potentially harmed parties. The
typical egoist compensation system  offers
monetary incentives bevond a fized salary, for
achieving economic chiectives for the company.
For example, when CEO is paid:

if incomes <
if incomes >

fixed amount
varizble amount
on incomes (I)

o
=)

&X

b
——

The compensation for CEOs under the agency
theory is economic. The shareholders perceive
that CEOs are adverse or neutral to risk, adverse
to effort and evaluate the information available
as complete, moral hazard or adverse sclection.
Thus, the most adeguate model of compensation
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could be fixed amount, fixed amount including
a variable amount, variable amount less a
fixed amount, combinations of the previous
forms conditioned to signals provided by infor-
mation systems (Harris and Raviv, 1978, 1979;
Holbmstrom, 1979; Shavell, 1987).

Proposition 1: P — D will be the most dominant
pathway for decisions with extreme weight on “liberty”
and no consideration for “equality” when profit max-
imization is the most dominant theme in a CEO
strategy.

(2} P > J —+ I depicts the deontological view-
point that emphasizes the rights of individuals
and the judgments associated with a particular
decision process rather than on its choices. o
some cases, the legal structures of corporations
have created significant disadvantages for long-
term management and strong competitive advan-
tages for short-term management. For example,
Seidel er al. (2000} demonstrated that members
of racial minority groups will negotiate smaller
increases to their initial salary offers than their
white counterparts. Job candidates whose social
networks include 3 tie to the hiring organiza-
tion will negotiate larger increases to imitial salary
offers than candidates who do oot have 2 e to
the orgamzation. Members of racial minority
groups will bave fewer ties to an employing orga-
nization than their white counterparis.

Porac et al. (1999, pp. 113-114) suggested that
“Managerial performance and compensation are
active concerns to shareholders, and the fate of
top management is ar stake in any performance
comparison.” Categorical knowledge is incorpo-
rated in cormupeunsation allocations. They con-
struct several rules supported by evidence. One
role 18 concerned with the CEQO salary: the
higher the pay of a firm’s CEQ, the greater the
number of peers its board will select from outside
the firm’s primary industry. Another rule states
that the more powerful a firm’s outside owners,
the greater the number of peers its board will
select from the firm’s primary industry. Also, the
more active a firm’s outside owners, the greater
the number of peers its board will select from the
firnts primary industry. In addition, the more
powerful a firm'’s outside owners, the fewer peers



its beard will select from the firm’s primary
iendustry. Finally, the more active 3 firm’s outside
owners, the fewer peers its board will select from
the firms primary industry.

If a company assumes a deontological
approach, the compensation system is driven by
rules outlining a CEO% perception (P) regarding
pay based on analysis or judgment (J} of perfor-
mance arriving at a compensation decision. For
example, if the rule for the composition of the
company’s board is inside the firm’s primary
industry and/active outside owners then:

5 fixed amount
S+ %1 variable amount
on incomes (I}

if incomes £ 1
if incomes > 1

if the rule for the composition of the company’s
board is outside the firm's primary industry
and/inactive outside owners then:

s fixed amount if incomes < 1
S+ %71  variable amount if incomes > 1

on tncomes (I)

Being 8 > §

Proposition 2: CEO high salary is tied to board
members outside the firm’s primary industry and/or
fess active outside owners; then the P — J — D
pathupay will be the most dominant displaying from
extreme to moderate weight on “liberty,” and no favor-
able treatment for “equality.”

(3) I = §J - D reflects the uiilivarian viewpoint,
which is concerned with consequences, as weil
as the greatest good for the greatest number of
people. Where an ethical egoist weighs the good
and bad consequences of performing a certain
action as it relates to herself, a utilitarian weighs
the good and bad results of an action on everyone
affected by it. Utilitarianism is based on collec-
tive “economic egoism.” For example, Odgen
and Watson (1999) clauimed that stakeholder and
stockholder interests are compatible, They allude
to the “incomplete contracting” literature. They
further stated that it “contains the argument that
economic efficiency frequently requires firmg’
executives to exercise their discretion in a way
favoring the interests of other stakeholders, such
as customers and suppliers. The executives do s0
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because, if other stakeholders perceived that man-
agerial discretion was slways being exercised in
favor of one participant — for instance, share-
holders or the executives themselves — they
would be unwilling to do buginess with the
firms” {(p. 527),

Ezzamel and Watson {1998) assert “excep-
tionally high pay may be justified if senior exec-
utives generate significant addirional wealth for
other stakeholders” (221). They further argue
that changes in execcutive pay are not closely
related to firm performance measures. The reason
is that executives are paid at least the going rate.
CEQOs’ previous experiences and the analysis
provided by external consultants are sources of
information for compensation. Ezzamel and
Watson (1998} demoustrate that “the exploratory
power of the cash compensation models was
significantly improved by the additdon of pay
anomaly variables. Compared to the total cash
compensation models, the salary — only models
provided stronger evidence of the bidding-up
process” (230). Finally, Stajkovic and Luthand
{2001) identified mouney, social recognition and
performance feedback as the three incentives
maost used in organizations. Hence, a motre moti-
vated manager (by non-monetary and monetary
aspects) would have a positive impact on future
performances (monetary).

For example, the judgraent phase assigns values
regarding economic information (1), These judg-
ments {J) are oriented to achieve the maximnim
of utility for the collectivity (Pareto, 1967). The
firm is viewed as a collectivity composed of
emplovees, shareholders, clients, suppliers, etc.
The CEO is required to make economic deci-
sions for achieving the “best” in economic terms
for that collectivity {e.g., environmental income
= cavings in costs of purchased parts and com-
ponents, waste disposal, quality improvements).
The CEO is paid:

A
frrd 0

S if incomes <
; V1 if incomes >
% I+ (%) E if incomes > fand
environmental incomes > B

ot

Proposition 3: CEO exceptional high pay will be jus-
tified if significant additional wealth is penerated for



other stakeholders, where inequalitics are compensated
in economic tevins; therefore ¥ — J — I3 pathway will
be the most dominant with modevate weight on
“liberty.”

$ I — P — D highlighus the relativist viewpoing,
which assumes that decision-makers use them-
sefves or the people around thern as their basis
for defining ethical standards. Reelativism 15 a
characteristic of a company operating differently
due to the rules or laws {or lack thereof)
governing another country. That is, most share-
holders desire to maximize economic perfor-
mance, while some stakeholders aspired to
maximize social performance. Depending on the
influence that they may exert, executive com-
pensations will incorporate, or not, econoic
performance and social performance {with rules
for solving conflicts among them, agreements on
predominance). For example, Zajac and Westphal
{1996, p. 520) illustrated that participation in
expanding the outsider ratio of directors on the
board “is negatively related to  subsequent
appointments to boards with low control over
management.” Related to CEO compensation
they claimoed *. . . increasing CEO compensa-
tion contingency is negatively associated with
subsequent appointments to boards with low
control {fewer additions and more subtractions)
and positively associated with appointments to
board with high-control boards {more additions
and fewer subtractions). Conversely, decreased
compensation contingency has the opposite
effect’” (1996, p. 523). Westphal and Zagac (1997)
found the presence of CEO-directors prevents an
increase in board independence. Purther, Conyon
and Peck (1998) demounstrated that top manage-
ment pay and corporate performance are more
aligned in companies with outsider-dominant
boards and remuneration comumittees. That’s to
say: when stakeholders are not very influential,
CEOS compensations are more related to
economic performance (instead of social perfor-
mance).

Sanders and Carpenter (1998} analyzed the
case of internationalization and how it affects
executive compensation, They point out that the
information processing and agency lteratures
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suggest “a relationship between internation-
alization, complexity and governance. They dif-
ferentiate between short and long term com-
pensations. Stock options are an exarople of the
second. They agree with Jensen and Murphy
(199 that long-term compensation promotes
the convergence in interests with stakeholdess.
Inrernationalization promotes long-term come-
pensation, and its implications relate more to
complex environments rewarded with higher pay.

For example, multinational companies offer
simultaneously different compensation packages
to their executives as a result of their bandling
of wvarious countries’ environment. Thus,
depending on the information (1) received {e.g.,
press, government} they frame (P) the compen-
sation systern before arriving at a decision (D).
Thus CEQ is paid:

: if incomes £
if incomes > [ in country
A (Hurope) and country B
{Africa)

if incomes > { and
environmental incomes >
Ein country A

o PeetO

Proposition 4: CEQs” compensation will be rewarded
based on shaseholdess’ criterion of economic pesformance
or stakeholders’ criterion of social performance; hence
the I —> P -3 I3 pathway will be the most dominant
for decision making with moderate weight on both
“libersy” and “equality.”

viewpoint, which 15 the classical Hellenistic tradi-
tion represented by Plaro (1997) and Aristotle
{1984), whereby the cultivation of virtuous traits
of character is viewed as wmoralitys primary
function. In Aristotle’s moral philosophy, the
notions of virtue and happiness are central.
Virtues are ideal traits that are necessary for an
individeal to attain a state of barmony within,
and to attain such a state in relation to his/her
social environment. Some executives are con-
cerned with the prestige of their companies, and
may feel more committed. {n this sense, Smides
et al. (2001} demonstrated that employees per-



ceived external prestige of their companies,
which strongly influenced their organizations!
identification.

Some modeks developed in the agency theory
indicated that managers are motivated by not
only salary-effort-risk but also their image and
reputation. Thus, Holmstrom and Bicart (1986)
advocated that “reputation” influence should be
considered in agency relationships. Thart is, if the
agency relationship is established during more
than one period, the agent is concerned about
his/her reputation. Holmstrom and Ricart
further argued that given an investment decision,
a manager not only expects to achieve a
monetary return but also a reputation returo.
Kanodia et al. (1989) pointed out the importance
of executive reputation in the capital and Iibor
markets. Dejong et al. (1985} and Mendelson
(1985) alluded to reputation as an element
(exogenous or endogenous) that introduced
dynamics in the agency relationships., Finally,
Fudenberg and Levine (1989} as well as Milgrom
and Roberts (1988) pointed out that reputation
is fundamental for understanding the relationships
established among individuals i the short and
long term. Individuals might resounce their
immediate satisfaction for a longer-term benefis,
and negative reputation may adversely affect the
value of executives in the market.

Virtue compensation systerns consider oot
only economic efficiency (CEQO’ achievement
on incomes, sales, costs), but also their perceived
(P} trames influencing selected economic infor-
mation (I} (e.g., CEO’s reputation in the industry,
consideration among the emplovees, relationships
with avthorities). The influential selected infor-
mation is included in the analysis or judgment
stage (§) of compensation systems as social objec-
tives to achieve for reward decisions (D). They
may have a positive impact, or not, in the
company performance

For example, the CEQO is paid:

[@2)
nndo

if incomes

y 4+ (%) 1 if incomes

+ (%-+plus) T + if incomes > § and the CEO
scores L in the corporate
ethics code

Ie
¢

VARYARAN
(=7

|90
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Proposition 51 CEQOs’ pay that is augmented by
reputation will follow P — I — J — D decision
making pathway with less weight on “liberty” and
moderate weight on “equality.”

6y = B = § — I represents the ethics of
care vicwpoint, which focuses on a willingness to
listen to distinct and previously unacknowledged
perspectives. In other words a company must
build solidarity among emplovees, suppliers,
customets, sharcholders, and the community.
Freeman {1984) stated that “the stakeholder
approach is about groups and individuaks who can
affect the organization, and is about managerial
bebavior taken in respouse to those groups and
individuals (1984, p. 48). Albert (1993) intro-
duced a stakebolder model that treats the cor-
poration as serving the social goals beyond stock
price maximization. He further stated that this
model is situated in cultures in which coopera-
tion and community are highly prized.
Tnstitutional shareholders appear to be more
concerned sbout broader issues than are other
shareholders. For example, Johnson and Greening
{1999) atfirmed that they present diverse inter-
ests than other investors on social corporate per-
formance. Also, institutional investors own more
than half the equity of ULS. corporations (Useern,
1934). They have different interest in those cor-
porations, and they are owners with large blocks
of shares {typically, more than 5 percent of 2
firm’s total shares), thereby influencing CEO
compensation as compared to other sharcholders
{David et al., 1998). David et al. (1998) demon-
strated that a pressure-sensitive ownership had a
positive and significant effect on compensation
level, however results also indicated a positive and
non-significant effect on the proportion of long-
term  incentives. Hence, a pressure-resistane
(without business relationships) ownership
reduces pay more than pressure-sensitive ownet-
ship. Bouma and Kamp-Roelands (2000) identify
internal and external stakeholders” expectations
regarding improving environmental performance,
preventing environmental accidents, ensvring
comphiance with legislation, the provision of
reliable information, control of waste handling in
a multinational firm. They find differences in the



emphasis among internal and external stake-
holders. Internal stakeholders showed “more
concern with the efficiency of generating infor-
mation while exterval stakeholders were more
concerned with the comparability of informa-
tion” (2000, p. 140).

Westphal and Milton (2000} argued that expe-
rience and network ties affect the influence of
demographic minorities on corporate boards.
However, they also asserted “While the presence
of demographic minorities on boards is typically
viewed favorably by corporate stakeholders, the
academic literature on orgapizational demog-
raphy and social conformity is more pesimistic
about the extent to which demographic minori-
ties can successfully influence group decision
making” {p. 367).

Finkelstein and Boyd {1998} recognized that
sorcial, political and strategic factors may influ-
ence CEO compensation. They found evidence
that discretion explained an important part of the
variance pay among high performance compa-
sies. The varisbles examined for discretion were:
market growth, R&D intensity, advertising inten-
sity, demand instability, capital intensity, industry
concentration and regulation. Further, they
determined the potential marginal product and
the riskiness of a CEQ position. The result of
these two elements 15 that CEO compensation
is equal to cash + long termm compensation.
However, thev obriined ditfferent resules for dif-
ferent discretion variables. Finally, Deckop et al.
(1999, p. 425) found that “for employees low in
value commitment a pay-for performance system
appears to be a disincentive for engaging in
OCB” (organizational citizenship behavior).
“The positive evidence is that pay-for-perfor-
mance plans do not appear to discourage OCB
for value-committed emplovees” Heunce, the
CEQO is compensated based upon information
(1) constructed following ethical rules. The
CEQO perceives (P) social values (e.g., equality,
moral} influencing judgments {J} of economic
profit as a useful ool for achieving social profits
).

For example, the CEQO is paid:

. .- N . 2
S if social incontes £ 1
S+ (%) 1 if social incomes > 1
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Proposition 6: CEO's compensation is monitored move
with a pressure-resisiant (without business velation-
ships) ownership; thevefore I — P — J — D paihway
is more dominant with lesser weight on “liberty” and
heavier weight on “equality.”

Conclusions

Understanding and describing the motivating
belief function of how management drives its
operations can provide for a better monitoring
system for executive compensation. The pre-
sented decision making model is 2 way to assist
in six roajor activities and processes influencing
management’s decisions. This paper discusses six
ethical viewpoints and propositions captured i
the decision making model thar may help guide
future rescarch in the area of executive compen-
sation. First, the very structure of the ethical
egoist, not to mention the norms that have come
to govern it, demands stock price maximization
as the corporate goal. Second, though the deon-
tological or rule based theme may suggest that
this approach is a highly regulated one, the reality
15 that corporate law does xelatively lictle as a
governance matter for executive compensation.
For exarople, federal regulation of capital markets
provides little regulation beyond the requirements
of disclosure and the prohibition against fraud.
Third, uvtilitarianism allows for only a partial
solution by not addressing serious issues of
market reform regulations. Fourth, relativistic
market behavior provides for unstable and very
unpredictable envitonments in that there is no
degree of uniformity of actions affecting the
well being of stakeholders. Fifth, the virtue ethics
or organizational identity approach helps to
measure the pulse of marker players, but this type
of behavior is typically short term in narure
leaving the long term expectations to the over-
all market forces. Finally, the ethics of care or
general stakeholders” viewpoint is one that
gathers momentum by acknowledging individ-
uals or organizations can be affected by its
actions.

The six ethical viewpoints described above
allow for a broader ewamisation into the two
building blocks of market freedom, namely



“liberty” and “equality” Marker mechanisms for
freedom allow participants to transact business
{liberty) without being laden with heavy controls
{equality). Hence, executive compensation falling
under this rubric can convey fairer reward
systems. Managers armed with the knowledge of
the six ethical viewpoints may be able to better
structure their contracts given the stakeholders
involved.

Note

Poodgers (1992, 1997) performed a covariance
strucrural analysis with unobservable variables, based
on a survey of loan officers’ and novices’ decision
processes in order o derive covariance among
perception, information, judgment, and decision. The
results of s calculation from his survey, the coeffi-
cients, represent the coherence between the analyzed
variables. A coefficient, v, 5 a number such that
~1 €y 4+ 1

Even though we are not ierested in the actual
real values of these coeficients or in their respective
signs, we are interested in thetr approximate sizes.
Thar is, we use negative and positive signs to repre-
it the depth of coheverce of the variables oo a pax-
ticular path. A positive sign implies strong coherence

8¢

vhile a negative sign implies a weak one, respectively,
[ order to give direction to a necessary pattern, we
assome that any coefficient that s larger than or equal
to 0.5, in absohute value, will be considered supportive
of a high coberence and thus will receive a posivive
sign, while any coefficient that is smaller than 0.5, in
absolute value, receive a pegative sign and imply a
weak coberence of the variables associated with that
path. Each path can bave a positive {+), negative (=),
or zero {0 tlow going through it that can be repre-
ed ovumerically with the data collected by

it 5
Rodgers” original survey with actual loan officers.
The sign of the flow is dependent upon the relatt
importance of the use of that pathway for reac
decision
In P
In other words, all the paths drawn are the pathways
with large absolute value coefficients, thus they are
the ones wmfluencing individuals” decision choices the
most. Since this analysis is not just a theoretical
exercise, we need only find the combinations that
make sense for our specific application, i.e., a decision
must be made by our decision makers. Therefore, all

Kis

igure 1, weak pathways are either {~) or (O).

\

zero pathway combinations can be disregarded when
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they lead to no decision. Hence, all the pathways
drawn represent logically possible pathways that vield
decisions. Even with this reduction i number of
combinations, it is clear: decision makers’ processes
d steps. These six

can involve a sertes of complica
pathways are viewed as the most donunant and influ-
ential for decision making doroinated by particular
ethical perspectives.
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